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By Edward F. Moran, Jr., CPA/ABV, CVA, CBA
Fourteen ingredients for a digestible valuation conclusion
Today’s valuation m enu offers an
easy assignment (or is it?): a restau
rant! Sooner or later many CPA firms
will perform valuations for th eir
restaurant clients. Before you step
into the kitchen to prepare a restau
rant valuation, please remember that
most “chefs” disagree on what ingre
dients get the best results. Let’s con
sider the following fourteen ingredi
ents you can select from for a
restaurant valuation. You need to
know the issues associated with each
to get the best valuation conclusion.

1. STANDARD OF VALUE
Let’s start with the standard of value.
The perfectly crafted division that
textbooks make between hypothetical
fair m arket value and investm ent
value often just confuses a particular
buyer. First, many restaurants have
“investment” value to specific buyers
who might tell you, for example, that
they want to make $75,000 from the
target restaurant you have been asked
to value. This is a clear “investment
value” standard.
Next, the “market” in “fair market
value” may or may not be encircled or
defined more tightly than in many
other industries. For example, you
and I probably cannot purchase a
Pizzeria Uno’s restaurant. The buyers
are chosen from a select group of reg
istered applicants or franchisees who
have gone through careful training
and financial screening and pledge
commitment to “best efforts.” It is not
the intention of fair market value to
disregard specific markets of buyers.

Additionally, a hypothetical buyer
may have different administrative
expenses than the subject restau
rant. Supervision and administration
rises in uneven steps, and a multiple
restaurant owner may more easily
merge a single restaurant into his or
her existing operation. Investigate
what the “hypothetical buyer” in
“fair m arket value” means in your
assignment.

2. ECONOMIC FACTORS: SEVERAL ITEMS
LOOM IMPORTANT
In a restaurant valuation, although
the normal economic and industry
analysis is important, several areas
require further attention. Interest
rates, current and projected, are one
keystone of the leveraged restaurant
industry. Wholesale commodity price
trends, current and projected, affect
the core cost structure of the indus
try. In general, low inflation is good
to the industry while high inflation is
not. However, although low inflation
may restrict price increases from
being passed on to customers, there
is no guarantee that high inflation
results in the opposite.

3. WHOSE P&L IS THIS?
Franchise or concept restaurants
often espouse use of a specific format
for financial statements for internal
comparison purposes. Adherence to
these standards can make compar
isons with national databases difficult.
For example, some costs of goods
sold include production labor and
some do not. Obviously, this can skew
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o p e ra tin g expenses and d isto rt
industry comparisons. In your ratio
analysis, be alert to large differences
in cost of goods sold that are offset
by reverse differences in operating
expenses.

appear rock solid for the long term.
Deeper investigation may reveal fran
chise d o cu m en t restrictio n s or
covenants which will require signifi
cant and costly building renovations
to a new franchise standard in sev
eral years.

4. FIND THE ASSETS
Why is the asset method very often
inappropriate in restaurant valua
tions? The logic is that a used fry vat
is worth very little to a restaurant
equipm ent dealer or banker. Its
replacement value is more, however,
if the hypothetical buyer can use it in
his or her restaurant concept.
Early in the assignm ent you
should quantify ownership of equip
ment, leaseholds, building, and land.
Consider the possible differences in
these areas. For example, a Wendy’s
which owns its building and land,
and a Burger King which does not,
may be significantly different in
value although they serve the same
$.99 cheeseburger and have the
same product sales.
Two restaurants with exactly the
same pre-debt net cash flow may be
significantly d iffe re n t in value
because of their age. Be aware, how
ever, that rebuilding a brand new
facility may or may not increase sales.
In either case, the new building will
be expensive; missing this obvious
point is a trap for the unwary! A
restaurant building may becom e
either functionally or aesthetically
obsolescent, and this may not be
related to the years left on the cur
rent franchise agreement. For exam
ple, a franchise, recently rewritten
for a second 20-year extension, may

5. EXCESS EARNINGS OR NOT?
At first glance, use of the Excess
Earnings M ethod for a franchise
seems a perfect match. Substantial
assets and a franchise intangible
appear likely candidates for this
m ethod. T here is, however, that
debate over choosing an accurate
intangible capitalization rate. What
is the value of a Wendy’s franchise,
for exam ple? Billions of dollars
have been spent prom oting their
brand name, and it is very valuable,
unlike some other “cloud wispy”
intangibles. Of course, the excess
earnings method can be used. If the
income and m arket m ethods are
available, however, they may be
preferable.

6. INCOME METHOD A MUST
Let’s consider the income method.
First, be sure to examine for escala
tions in rent or service fees, franchise
renewal fees, options to renew, and
other surprises. Test ren t against
market benchmarks, and develop a
norm alized cash flow or incom e
stream. Although the marital courts
and the IRS appear to prefer the
well-grounded capitalization of earn
ings m ethod, the discounted cash
flow (DCF) m eth o d is p o p u lar
because it attempts to peek into the
restaurant’s future.

What does the restaurant industry
say about the Direct Equity Method?
What does the restaurant industry
say a b o u t the Invested Capital
Method? As with other industries,
either method can produce a proper
estimate of value. If you are using a
WACC (weighted average cost of
capital), a control valuation often
looks to an industry level of debt to
total capital, while a minority valua
tion often looks to the company’s
actual debt to total capital. But, be
especially alert to rapidly changing
debt. The aggressive financing in the
restaurant industry can distort a con
clusion and change the risk profile
and discount rate. For example, high
debt lowers the WACC discount rate
but may require an increased subjec
tive risk rate.
Also, today’s debt level may not
be reflected in the future year’s
results, and this may distort your
conclusion if you are using the
D irect Equity (d eb t inclusive)
m ethod. The restaurant industry
reflects debt, payoff, and then addi
tional remodel-refresh debt. In using
both the WACC and Direct Equity
methods, never just assume that a
restaurant’s current debt is stable
long-term debt. This may even be a
situation in which you might con
sider a multi-stage capitalization of
earnings or a changing WACC. The
emergence of large restaurant opera
tors reflects their efficient economies
of scale. Financing leverage, even
100% financing, is a tempting target.
Free cash flow may be very similar
between dissimilar restaurants with
large down payments.
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7. FINANCING CONSIDERATIONS
C oncerning the issue of debt, be
aware that restaurant owners may
misinterpret the financing amount
to be an indication of value. The
lending equation, while related to
value, never determ ines value. A
given grill may cost $10,000, for
example, but its monthly payments
could be $300, $240, or $200. Just
because a restaurant with land and
building can support a 20-year loan
does not mean that a buyer should
pay twice the re s ta u ra n t’s value
because the monthly cash flow sup
ports it. Each franchise, for example,
has different lending constraints,
requirem ents, or conventions. If
your normalized debt uses a 10-year
amortization, but the franchiser only
allows seven, the franchiser may not
approve your valuation.
Complicating the lending dollar
amount issue is another possible pol
icy difference: A local banker might
only look to the tangible assets of the
restaurant (fixed assets, inventory,
etc.) while a national lender might
look to the franchise and cash flow
of the restaurant. Remember, the
operator is hoping to expand with
0% down payment and 100% debt.
The franchiser, the banks, or the
CPA are the gatekeepers who
attempt to balance the debt cover
age, the future sales projections, the
owner’s draws/salary, and the com
p lete financial pictu re of the
prospective owner.

8. MARKET COMPARISONS
An entire article could comprise a
discussion of the Market Approach.
Our restrictions of space, however,
allow only for providing a few over
riding rules to govern your calcula
tions. W hen using the M arket
Approach, you may choose to con
sider guideline transactions reported
by data providers such as P ra tt’s
Stats™, the IBA Market Data Base®,
BizComps™, or others to develop a
“price to sales” or “cash flow to sales”
benchm ark. Be especially careful
about extrapolating beyond the sales
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volumes of the single data points. For
example, if the sample data points
reflect a sales volume of $200,000 to
$800,000, it might be inaccurate to
project a regression line of sales price
to volume past the $800,000 to a
restaurant with $1,150,000 in volume.
The reason for this is that, once a
restaurant covers its fixed expenses
(break-even), its profitability may
increase dramatically with only vari
able expenses to cover. Therefore, in
this example, the $350,000 increased
revenue may be much more prof
itable than the trend line indicated at
the $800,000 level. We are aware of a
court case where the valuator signifi
cantly undervalued a McDonald’s
restaurant by incorrectly extrapolat
ing data point ratios from restaurants
with lower sales volumes. Once the
restaurants pass th eir breakeven
point, com parisons are easier to
extrapolate.
We have seen several examples of
appraisal firms who used unadjusted
public g u ideline com parables
obtained from companies expected
to quickly multiply in units as they
expand coast to coast. The market
will pay more for growth, and the
public guideline comparables in the
restaurant industry are often rapidly
expanding restaurant concepts that
may not be comparable to the local
owner of four restaurants who is not
expecting that level of growth.

9. THEY HAVE THOSE RULES OF THUMB!
Rules of thumb for valuing restau
rants are often misleading in this
industry. Every sports bar, fine din
ing, or fast-casual restaurant owner
has some rule of thumb memorized.
Every franchisee has his or her for
mula, and all the formulas are dif
ferent.
Although your valuation does not
need to consider rules of thumb, you
must be aware that the restaurant
ow ner will view your valuation
th ro u g h these special rules of
thumb. The purpose of the valuation
is n o t to prove or disprove the
owner’s view but rather to provide

an independent indication of value
for the date and purpose given. Your
logic and explanations should there
fore be clear. The industry puts too
much reliance on “cents per trailing
twelve” (12 m onths’ sales) and “x
times cash flow.” The owner’s rules
of thumb are seldom correct.

10. SHOW ME THE MONEY!
Unfortunately, many small restau
rants do not report all their income
or they report it incorrectly. Less
prevalent in the franchise industry,
this problem is more common in the
sit-down, individually owned restau
rant. This underreporting has several
pronounced effects on your valua
tion efforts. First, the owner may be
secretly initially reluctant to pay for a
valuation—why should he or she pay
for a valuation if it understates the
real profitability of the restaurant?
Reluctance to engage you may not be
related to price issues (although you
may think it is) but related to under
lying insecurities about the restau
rant’s financial reporting.
Second, the financial statements
may be distorted by such practices as
trad in g d in n ers for advertising,
bringing wine and product home,
infrequent or inaccurate inventories
and spoilage analysis, and the like.
The valuation process, of course,
allows norm alization e n tries to
remove perks and other items; how
ever, your client-owner probably
would not know this. Consequently,
you should explain this at the begin
ning of the engagement.
Clearly, however, the fair market
value looks to reported income, not
hypothetical income. If you can’t
d o cu m en t the incom e, you can
change your assignment, perhaps by
bringing in a forensic accountant or
fraud specialist, or even walk away
from the project, depending on your
individual fact situation.

11. CAN YOU SAY, "I NEED A QUICK
VALUATION?"
A nother trap, which is easier to
avoid, is the situation in which a
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restaurant operator phones you to
ask you to quickly work up a rough
oral estimate of value for his or her
restaurant based on a fax of last
year’s profit and loss. Your engage
ment should include an analysis of
the revenues of the restaurants to see
whether they’re growing, staying the
same, or declining.
Two restaurants may have the
same cash flow, and the initial indi
cation is that their value appears to
be similar. Sales have declined, how
ever, at one restaurant for the past
th re e years, and the o th e r has
increasing sales. Are competitors in
place or are they coming? If we pro
je c t a 5% grow th rate, does the
restaurant have the seating, parking,
and kitchen size to accommodate
these increases for years into the
future? A restaurant that is running
at full capacity will never have a
growth rate very much in excess of
the inflation rate (focus on cash flow
and sales rather than growth).

Is it even possible to do a quick
restaurant valuation?

12. REMEMBER THE GAME MONOPOLY?
A franchise may have d ifferent
growth prospects than a stand-alone
restaurant. What are the opportuni
ties for growth in the immediate ter
ritory? More importantly, remember
that two franchise donut shops with
exactly the same cash flow, one in the
growing n o rth e a st section of
Phoenix, Arizona, and one in Gallup,
New Mexico, are very likely not equal
in value. Rem ember the industry
phrase, “location, location, location!”
Perhaps a premium is warranted for
the dem ographic open spaces or
potential expansion available.

13. OTHER STUFF!
Normally, a restaurant sale is an asset
sale. A sales price, which does not
include the inventory or register
cash, may be n egotiated for the
restaurant. The buyer normally does

WATCHING FOR FRAUD
RELATED TO IPOs

ting standards by
which fraudulent
actions are judged
and, w orking in
co n cert with the
Justice D epart
By Charles R. Lundelius, Jr., CPA/ABV
m en t and o th e r
agencies, prosecut
ing perpetrators of
Thefollowing article is adaptedfrom Financial Reporting
fraud in publicly
Fraud: A Practical Guide to Detection and Internal
traded companies.
Closely held p ri
Control by Charles R. Lundelius, Jr., CPA/ABV (New York:
vate com panies,
AICPA, 2003).
however,
can
equally well experience every type of
Publicly trad ed com panies have
fraud experienced by public compa
received much attention with regard
nies. Only the motives and timing
to financial statement fraud for two
reasons. First, market reaction to the
are slightly different.
A lthough the m anagem ent of
disclosure of the frauds is generally
closely held companies might not
swift and severe, accompanied by sig
have to worry about securities ana
nificant share price declines, with
lysts’ expectations, outside share
the news media devoting extensive
holders, bankers, and venture capi
coverage to the issues relating to the
talists may demand better earnings
fraud. Second, the Securities and
performance. These demands might
Exchange Commission (SEC), with
lead management to employ a vari
jurisdiction over public companies,
ety of earnings m an ip u latio n
has been in the forefront of both set
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not purchase the restaurant’s exist
ing liabilities or the receivables. The
non-dated inventory and register
coin are normally paid for separately
after closing. Adjustments may also
be made for utilities and property
taxes. Indications of equity value for
the seller may require an addition or
subtraction for these differences.

14. DESSERT?
View the resta u ra n t from a con
sumer’s perspective. Does the restau
ra n t have room to improve? If
im proved, would d isen ch an ted
guests return or not? Restaurants are
trendy. Where is the restaurant in its
life cycle?
Now you sh o u ld be ready to
cook! X
Edward F. Moran, Jr. C P A /A B V , CVA, CBA,
is a Senior P artner w ith M oran, Quick &
A s s o c ia te s , P .L .L .C . (M Q A ), a reg io n a l
accounting firm in Tucson, which special
izes in business va lu atio n and fran chise
operations. ( www.m oranquick.com ) He can
be reached a t 5 2 0 -7 5 1 -2 7 2 9 .

schemes. Of course, if management
bonuses are a function of increased
earnings, there is a motive for earn
ings m anipulation regardless of
w hether the company is publicly
traded. The timing of these pres
sures may differ from that of public
companies, though. If the outside
investors are passive, the moment of
performance assessment for manage
ment will most likely be the end of
the fiscal year.

PRESSURE FROM VCs TO GO PUBLIC
If the private firm is funded by ven
ture capital, pressure to perform can
be enormous. For instance, venture
capitalists (VCs) in high technology
ventures generally look to cash out
of their investments within three to
five years, earning an annualized
rate of return in excess of 40% over
their entire portfolio of early stage
companies. The VCs also expect,
however, that most of the firms they
back will fail, a few will break even,
and only about 10% to 20% will suc
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ceed. For those com panies lucky
enough to succeed, the VCs expect
annualized rates of return of about
100% or more to make up for the
losses sustained in firms that did not
succeed.

THE SMALL IPO WINDOW
The exit plan for most venture capi
talists is usually an initial public offer
ing (IPO) of stock to be publicly
traded. Part of the shares offered to
the investing public are shares held
by the VCs. In some public offerings,
the VCs cash out all their shares
through the IPO; in other offerings,
the VCs may retain some of their
ownership after the firm goes public.
The IPO market, though, is fickle,
and favorable conditions come and
go based on the direction of the
overall stock m arket and how the
firm ’s peer group is perform ing.
T herefore, when an IPO window
opens, investment bankers may join
with the VCs to push firm manage
ment to go public regardless of the
firm ’s financial position. The VCs
are looking for their exit so they can
book a handsome return to show
th eir investors; the investm ent
bankers are looking for a big fee.

SECURITIES LAW
Consequently, the period leading up
to going public is a time of intense
pressure and negotiation. For this
reason, the Securities Act of 1933
(1933 Act) sets stricter liability stan
dards for firms going public than the
standards u n d e r the Securities
Exchange Act of 1934 (1934 Act),
which govern trading in securities
after firms go public. Essentially, if
th ere is fraud in the IPO filing,
referred to as the “registration state
m ent,” Section 11 of the 1933 Act
imposes strict liability such that there
is no need to show that firm manage
ment had knowledge of that fraud;
management is presumed to know
about the fraud and is held account
able. Conversely, under Section 10
of the 1934 Act, if fraud occurs in
the secondary, post-IPO, market,
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Special Valuation Issues in Financial Statement Fraud
The need to value shares in a closely held company may also give rise to
earnings management. If shares are being valued for sale or any other
purpose, such as collateral for a bank loan to a major shareholder, earn
ings management may be employed to achieve the appearance of a steady
rise in earnings. This misleading rise in earnings could induce an
appraiser or stock valuations specialist to assign a higher growth rate to
projected earnings. It is just as likely, however, that the appearance of con
sistently rising earnings could suggest the use of a lower firm-specific risk
premium to calculate the present value of that projected earnings stream
because earnings would appear to be less volatile. The end result of earn
ings management in a closely held company is the impression of consis
tent profitability and growth.
management must have knowledge
of the fraud (that is, scienter) in order
to be held responsible.
Nevertheless, the CPA must be
especially alert when looking at the
books and records of firms planning
to go public. Because of the strict lia
bility standards imposed by the 1933
Act, if management were to attempt
to m anipulate financial data, the
manipulation would be most carefully
hidden. In all likelihood, any manipu
lation would come by indirect meth
ods and make full use of accounting
gray areas. In particular, the CPA
should watch out for changes in
accounting methodology that man
agement implements just before the
IPO to improve reported earnings, as
illustrated in the following example.

A CASE IN POINT
Link Company develops and installs
software applications that perform
supply chain management functions.
Link’s principal product is JIT, a
package that allows manufacturers to
control the level of inventories so
components arrive ‘‘just in time” on
the p ro d u ctio n line. Link was
founded three years ago by a man
agement team that left a competitor
and located seed capital from a VC
firm. Link ownership was split 20%
to management and 80% to the VCs.
Link m anagem ent had aggres
sively pushed the development ofJIT
over the years, focusing principally
on adding features dem anded by

customers. As Link added features
and integration capability to JIT, the
developm ent staff m ade little
atte m p t to track and separate
changes that constituted minor mod
ifications and those that were signifi
cant additions. Instead, they focused
purely on the development process.
As a result, d o cu m en tatio n was
sloppy. Each change, no matter how
large or small, was given a new ver
sion number (such as 1.0, 2.0, 3.0).
JIT was commercially feasible, as the
term is used in Financial Accounting
Standards Board (FASB) Statement
of Financial Accounting Standards
No. 2, Accounting for Research and,
Development Costs, with the launch of
its first version. Since management
and the VC were interested only in
the monthly cash burn rate, neither
paid much attention to the financial
statements. Link’s chief financial offi
cer (CFO), then, simply expensed
the development costs because she
felt that trying to separate capitaliz
able costs under FASB Standard No.
2 would be too much trouble, and it
did not appear that anyone cared
anyway.
Then Link’s CFO, a 28-year-old
who had previously worked at Link’s
auditing firm before coming to Link,
received a call from her VC counter
part. The VC director explained that
his investment banker had deter
mined that the recent surge in tech
stocks had opened the window for
Link to go public. The VC director

5
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went on to say that his investors view
this opportunity as the best time to
exit and cash out all their shares.
Because the VC firm held voting
control, the CFO knew Link man
agement would have to comply even
though she wanted another year to
show improved profitability.
The VC director, though, had an
additional request. To allow the VC
shares to be cashed out entirely in
the IPO, the new investors would
want some comfort that Link’s earn
ings were improving sufficiently over
time. Otherwise, it would look like
the VCs were bailing from a bad
investm ent and leaving the IPO
investors with “a dog.” The director
said that his investment banker indi
cated that Link’s “earnings need to
be spruced up a bit” to achieve that
result. The VC added that he wanted
a restatement that would capitalize
enough of developm ent costs to
achieve a “20% reduction in develop
m ent costs,” and he w anted the
adjustments made quickly because
he did not know when the IPO win
dow would close.
Link’s CFO concluded that since
documentation was so poor and the
time was so short, she would imple
ment the 20% reclassification. “After
all,” she rationalized, “20% seems
like a reasonable amount and, if we
are called into question about the
amount we capitalize, we ought to be
able to find sufficient documentation
when we have the time to look for it.”
The CFO also knew that the auditors
perform ing due diligence, being
rushed as well, would likely rely on
her “analysis” of capitalized develop
ment costs and accept a ‘‘judgmental
sample” she selected from what little
documentation she had to support
the capitalization reclassification.

RED FLAGS
In this case, the principal warning
sign for possible fraud was a change
in accounting m ethod just before
the IPO. H opefully, the CFO ’s
hunch is wrong and the auditors
would, upon discovering the change,

6

Getting the Rest of the Story
The article “Watching for Fraud Related to IPOs” is based on only a small
sample of the highly readable Financial Reporting Fraud: A Practical Guide to
Detection and Internal Control by Charles R. Lundelius, Jr., CPA/ABV, an
AICPA publication. Lundelius’s book is comprehensive in the subjects it
covers, but is nevertheless practical and specific in the illustrations and
examples he uses to explain fraud concepts.
Lundelius has conducted numerous investigations of financial report
ing fraud. He follows each example of a case of fraud with an analysis of
the signals that would alert an auditor or investigator to the fraud. The
book has three parts, along with an appendix. In “Part A: The Problem,”
he cites cases of public company fraud, focusing mostly on cases in which
the fraud perpetrated involved earnings management and balance sheet
manipulation.
Lundelius believes that “many of the reporting standards and internal
controls now being imposed or recommended for public companies will
soon find their way to private companies as well.” Consequently, he goes
on to explain the special issues affecting closely held companies as well as
those affecting not for profit and government entities.
In “Part B: The Fraud Battle,” Lundelius discusses a lot of research doc
umenting fraudulent accounting along with research on predictors of
financial statement fraud. Central to the fraud battle, however, is the audit
committee. In Lundelius’s words, ‘‘T he audit committee is at the epicen
ter of the fight against financial statement fraud.” Therefore, CPAs should
understand the committee’s role “in preventing, detecting and, and cor
recting financial statement fraud so that, should fraud occur as a result of
internal control failure, they are in a position to recommend appropriate
corrective action.” Furthermore, to understand how the audit committee
functions, CPAs need to know the role of other participants in the inter
nal control process (financial management, senior management, internal
auditors).
“Part C: The CPA’s Fraud Battle” covers loss contingencies and asset
impairments, manipulation of preacquisition reserves, cost and debt shift
ing, and fictitious revenues. In the appendixes, Lundelius includes SEC
proposed rules and staff accounting bulletins that “while targeted at pub
lic companies, will likely become standards for private companies also. A
CPA preparing for the world after Sarbanes-Oxley, should be well-versed
in these issues, regardless of the type of company involved.”
insist upon m aking a th o ro u g h
examination. The auditors may have
to spoil the IPO party by insisting on
more study of developm ent costs,
but it would not be the first time
auditors held up an IPO.
An additional warning sign was
the relative inexperience of the CFO.
Lack of experience probably meant
that she did not have an appreciation
for the strict liability standards of the
securities laws that would likely affect
the other members of the manage
ment team, even though they may

not have known about the fraud.
O th e r m em bers o f L ink’s
accounting staff would have to be
involved, th o u g h , to make the
reclasses. If the other staff had little
accounting experience themselves,
they might accept the CFO’s ratio
nale th at 20% seem ed the right
amount and documentation could
be done later. However, an inexperi
enced staff should serve as an addi
tional warning sign, because a more
experienced accountant might have
questioned the reclasses. Since Link
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was going public, the exchange list
ing requirem ents probably m an
dated that the firm establish an audit
committee (if it did not have one
already), so an experienced account
ing staff member could have taken
the issue to that committee.
To adequately detect and prevent
fraud in closely held com panies,
then, the CPA must either be a bit of
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a generalist or have access to a wide
range of expertise. The CPA should
have an understanding of how closely
held companies are financed and the
pressures they face. A functioning
audit committee is also a key resource
and fraud prevention measure for
closely held businesses, and the CPA
should strongly encourage clients to
adopt such a committee or designate

EXPERT T o o ls
A NEW STANDARD RESOURCE FOR
VALUATORS
By Jam es Feldm an, CPA/ABV , MBA

Charles R. Lundelius, Jr., CPA/ABV, is Senior
Managing Director of the Securities Litigation
Group of FTI Consulting, Inc., W ashington,
D.C., and is the author of the recently published
Financial Reporting Fraud: A Practical Guide to
Detection and Internal Control. His book is an
AICPA publication priced at $ 4 9 for AICPA
members; $6 1 .2 5 for nonmembers. To obtain a
copy, visit www.cpa2biz.com or call 888-7777077. Ask for product number 0 2 9879 .

rienced practitioners will find it to
be an engaging refresher and a help
ful supplementary reference text to
FV. The Workbook contains more than
100 pages of checklists for both gen
eral and special purposes. (In future
editions of FV and the Workbook, I’d
like see a CD-ROM included in the
package.)

COMPREHENSIVE, IN-DEPTH GUIDANCE

A review of Financial Valuation: Applications and Models, edited byJames R.
Hitchner and Financial Valuation Workbook, byJames R. Hitchner and MichaelJ.
Mard (Hoboken, NJ:John Wiley & Sons, Inc., 2003).
Financial valuation practitioners are
fortunate that many quality books
are available today presenting the
theories of valuation. Practitioners
have a continuing need, however,
for guidance on the practical appli
cation of those theories. Financial
Valuation: Applications and Models
(“FV”) and the com panion book,
Financial Valuation Workbook (“Work
book”) take a giant leap forward in
fulfilling this critical need.
To accom plish this, Jam es R.
Hitchner, CPA/ABV—editor, author,
valuation practitioner, expert witness,
teacher, and inductee into the AICPA
Business Valuation Hall of Fame—
has assembled 25 highly regarded
practitioners to craft a text that pre
sents the best practices of the valua
tion profession. Joining Hitchner in
authoring the Workbook is Michael J.
Mard, CPA/ABV, who was recently
appointed to the Valuation Resource
Group of the Federal Accounting
Standards Board.
FV is the first book to take the
approach of obtaining a consensus

at least one outside board member to
function in that capacity.

among some leading practitioners to
convey the valuation theories and
provide applications of them to the
practice of financial valuation.
While FV will prove immediately
useful to the experienced practi
tioner, even those relatively new to
the valuation profession will be able
to put this book’s guidance into
practice. FV’s more than 1,000 pages
are well organized and lucidly writ
ten and contain copious examples
and models that bring the valuation
theories and concepts to life. FV is
filled with strategically placed
“ValTips,” summarizing or highlight
ing key points that practitioners
need to know.
The com panion Workbook pro
vides more than 200 pages of some
well-conceived exercises, checklists,
and other useful tools. The Workbook
also contains all the handy ValTips
in one chapter for easy reference.
Beginning practitioners will find
the Workbook to be an excellent train
ing guide, taking readers step-by-step
through the valuation process. Expe

FV thoroughly covers the fundamen
tals of financial valuation, including
an introduction to the profession and
the process, standards, research and
its presentation, financial statement
and com pany risk analysis, the
income approach, cost of capital, the
market approach, the asset approach,
valuation discounts and premiums,
and report writing. FV includes out
standing coverage of specialized and
emerging areas and the more contro
versial valuation issues, not addressed
fully in many other valuation texts.
FV and the Workbook provide ind ep th analysis of the positions
regarding tax-effecting the earnings
of S corporations, valuation dis
counts and premiums, and the han
dling of n o n o p eratin g or excess
assets in valuing minority interests,
among other hotly debated topics.
Chapters in FV are devoted to the
valuation of intangible assets; busi
ness or commercial damages; estate,
gift, and income tax valuations; fam
ily limited partnerships; employee
stock ownerships plans (ESOPs);
shareholder disputes; divorce-related
valuations; valuations of professional
practices; valuations of healthcare
service businesses; and various other
engagements.
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Addenda in the text explain the
process of valuing real estate and
machinery and equipment. FV also
covers such im portant subjects as
Internet searches and the manage
ment and marketing of a valuation
practice, areas not typically included
in other valuation texts.
The text also contains an entire
section devoted to tax and civil court
cases, with summaries and detailed
explanations of their significance,
cross-referenced by topic. The case
discussions provide valuable insights
into why the courts found various
arguments to be persuasive.

FUTURE EDITIONS
Even with the outstanding guidance
and coverage of new and emerging
practice areas, FV and the Workbook
would benefit from some tweaks.
For example, FV identifies the key
valuation procedures early in the
text, and refers to the process of
gathering inform ation about the
subject company, the industry, and
the economy. Only later, however,
does the text introduce the concept
of m acroenvironm ental analysis,
which includes information pertain
ing to other risks, such as techno
logical and political risks. And then
further on, the text covers Michael
E. P o rte r’s industry analysis fea
tured in Competitive Strategy: Tech
niques for Analyzing Industries and

Competitors (New York: The Free
Press, 1998) and Warren D. Miller’s
model first featured in a series of
articles in CPA Expert, which inte
grates the Porter model within a
m acroenvironm ental framework.
The contributions of Messrs. Porter
and Miller ought to be referenced
right at the start of the valuation
process, as their concepts are inte
gral to an understanding of the sub
ject company, the competition, the
industry, and the im pact of the
m acroenvironm ent in which they
operate.
Readers should also take note of
FV’s addendum titled “Valuation
Information Request List,” which is a
checklist for background informa
tion about the subject company,
including financial inform ation,
products and markets, operations,
facilities, and so forth. Although this
addendum is very good, for the most
part it’s not as comprehensive as the
similar checklist provided in the
Workbook, checklist 5-3, “Valuation
Inform ation R equest.” R ead er’s
might want to refer to both check
lists.
Future editions could expand dis
cussion of the materials available to
today’s busy practitioners to research
a company’s competitors, the indus
try, relevant m acroenvironmental
forces, and types of control adjust
ments.

These points, however, are more
an expression of some valuation ana
lysts’ potential “wish list” than a criti
cism of the books. FV and the Work
book do so many things so well that
practitioners at all levels seeking
guidance in the application of valua
tion th eo ries will n o t be disap
pointed.

STANDARD REFERENCES
With Financial Valuation: Applications
and Models and the com panion
book, Financial Valuation Workbook,
James H itchner and his esteemed
team of contributing authors have
created welcome additions to any
valuation p ro fessio n al’s library.
These books are destined to become
standard references in the valuation
literature.
Financial Valuation: Applications
and
Models
(p ro d u c t
no.
W1061387P0200D) and Financial
Valuation Workbook (p ro d u ct no.
W1220833P0200D) are available
through CPA2Biz at m em ber dis
counts. Visit www.cpa2biz.com or call 888777-7077, toll-free. X

Jam es F e ld m an , C P A /A B V , M B A is th e
AlCPA’s m anager of business valuation and
forensic and litigation services.

EXPERT T ool s
GAINING AN EDGE AS AN EXPERT WITNESS
A review of How to Excel During Depositions: Techniques for Experts That Work By Steven Babitsky, Esq. andJamesJ.
Mangraviti,Jr., Esq. A resourcefor dealing with the challenges of giving depositions.

By Rob S h aff
At some point in their careers, most
professionals face the daunting task
of providing a deposition or trial tes
timony in a litigation matter. Daunt
ing? You bet. Even the most experi-
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enced, confident professional will be
uncertain, anxious, or downright
fearful when faced with the thought
of being grilled about his or her
opinion in a given matter.

Adding to the uncertainties faced
on the stand is the current glut of
television shows aimed at glamoriz
ing the intense, sometimes overzeal
ous attorney who brow beats wit
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nesses during cross-examination. In
many cases, fiction becomes reality,
as this type of interaction between
opposing counsel and experts is very
real. On the other hand, an expert
can virtually avoid or, at the very
least, mitigate the effects of falling
on his or her face simply by prepar
ing thoroughly.
A lthough I ’ve been providing
expert testimony for several years, I
am always on the prowl for new
insight and discourse to improve my
perform ance and chances on the
stand. I had a Eureka! moment when
I ran across How to Excel During Deposi
tions: Techniques for Experts That Work.
This book, written by former trial
attorneys Steven Babitsky and James J.
Mangraviti, Jr., is exactly the type of
assistance experts seek when search
ing for an edge. The authors are the
principals of SEAK, Inc. ( www.seak.com) ,
an organization devoted to assisting
experts. They have collaborated on
several books specifically aimed at
expert testimony and also offer a mul
titude of seminars, tapes and other
products through SEAK to assist the
litigation professional in building his
or her expert practice.

EMPOWERING EXPERTS
In the words of its authors, How to
Excel During Depositions is “designed
to empower experts from all fields to
excel at deposition—the format (as
opposed to appearing in court at
trial) that sees the vast majority of
e x p ert testim ony.” To th at end,
Babitsky and M angraviti provide
more than 150 examples of question
and answer exchanges from deposi
tions, most of which are taken verba
tim from actual depositions. At the
end of each exchange is a “lesson”
explaining the salient points to be
learned and retained. The book is
straightforward, fast-paced, and easy
to read yet the content is as dynamic
as any I’ve run across.

DEFINING DEPOSITIONS
The book begins by defining an
expert deposition along with the

CPAE xpert

Q&A Exchange: Uncovering the Expert's Opinion
To illustrate how counsel might attem pt to discern an expert’s opinion regard
ing a particular m atter, Babitsky and M angraviti offer the following Q&A
exchange and subsequent “lesson”:
Q. Doctor, is the opinion that you’ve expressed here today etched in stone?
A. Etched in stone? Would you want to define that?
Q. Are you willing to change your opinion?
A. Am I willing to change it? I still don’t grasp what you’re getting at.
Q. Is your opinion inflexible?
A. I don’t think my opinion is inflexible.
Q. So you’re willing to consider other information and change the opinion that
you’ve stated here today?
A. I would be if the information convinced me otherwise.
Lesson: The fact that you may be willing to change your opinion if you are pre
sented with new facts is important. Counsel may follow up this line of question
ing by presenting just that— new and different facts.

underlying law and procedure. And,
if you are eager to get into the Q&A
exchanges, you won’t have to wait
long. The first Q&A exchange
begins on page 2. In the first chap
ter, the authors explain the origin of
the deposition, which falls under the
Federal Rules of Civil Procedure
(FRCP), specifically, during the dis
covery phase. They cite various, perti
nent sections of the FRCP relating to
the expert, depositions, and the
intricacies of the lawsuit framework.
Understanding the applicable law
and how it applies to the expert is
tantamount to calm acceptance of a
verbal or written (subpoena) request
for a deposition. The cross-refer
ences from applicable law to practi
cal application provide invaluable
guidance for the expert and will
entrench this book permanently in
most experts’ libraries.
When Babitsky and Mangraviti
begin discussing why experts are
deposed, they outline 10 specific
goals opposing counsel pursues
including determining the expert’s
opinion, as well as learning as much
as possible about the expert such as
his or her qualifications, probable

credibility in front of a jury, and pos
sible biases. And, maintaining the
innovative spirit of this book, they
offer Q&A excerpts illustrating how
an attorney might pursue each spe
cific goal.
“Q&A Exchange: Uncovering the
E xpert’s O pinion” in the sidebar
above provides the flavor of each
Q&A exchange and corresponding
lesson in the book.

PITFALLS AND TRAPS
As mentioned, the authors hammer
hom e the necessity of th orough
preparation for depositions, the fail
ure of which could result in needless
mistakes damaging the expert’s cred
ibility and marketability. But, in cer
tain cases, an expert can’t be pre
p ared because of scheduling
conflicts, workload and other inter
vening factors. D on’t despair; the
authors devote time to defining what
to do if you’re not properly prepared
for a deposition.
Effective attorneys have an arsenal
of strategies and tactics they employ
during depositions. These tactics are
designed to incite doubt or discredit
the expert in an attempt to mitigate
9
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his or her effectiveness. Since the
deposition is the attorney’s prologue
to assessing the expert’s ability to han
dle questioning under the stresses of
sworn testimony, it is imperative that
the expert understands these tactics
and can respond dexterously. An
entire chapter covers answering coun
sel’s questions given a variety of situa
tions and settings. Another chapter,
some 55 pages, is devoted specifically
to the pitfalls and traps of giving
expert testimony under deposition.
When discussing the location of the
deposition, for example, Babitsky and
Mangraviti describe one of the disad
vantages of having the deposition in
the expert’s office:
Q. I see from your diploma that you
graduated from MIT in 1991. Your CV
says 1989. Which is correct?
Lesson: This question might never
have been asked had the deposition not
occurred in the expert’s office.
Obviously, another tacit lesson in
this exchange is to ensure your CV
(curriculum vitae) is accurate and
current.

HANDLING ABUSE
One of the final chapters deals with
handling abusive questions asked by
an overzealous—or unscrupulous—
attorney during depositions. It
describes in detail the nature of repet-

REACHING OUT
TO THE LEGAL
COMMUNITY
The dependence of the account
ing profession and the legal pro
fession upon each o th er is obvi
ous. Not only do they require each
o th e r’s professional services, but
also they draw on each o th e r ’s
knowledge and experience in pro
viding services to clients. Strength
ening these relationships was one
of the objectives of the AICPA’s
10

itive questions, hostility, and personal
attacks. One such example is:
Q. When you do a medical/legal
examination for someone, like this insur
ance company, it doesn’t matter if the
claimant gets better or takes their medica
tion, does it? Because all you care about
is doing the exams, and satisfying your
client, and getting more medical/legal
work in thefuture, isn’t that correct?
Lesson: The best way to deal with
this question is to simply answer it “No. ”
The authors strongly suggest that
if a question is so blatantly personal,
hostile, or vulgar, one not worthy of
dignifying with a response, the
expert should suspend the deposi
tion and consult an attorney imme
diately. And, if you d o n ’t believe
attorneys use such tactics during
depositions, the authors provide an
incredible comm ent (unprintable
for this review) made to an expert
supremely fitting this scenario.

"THE CHECKLIST"
In Appendix A, the authors provide
a deposition checklist. The checklist,
which is fairly exhaustive, concretely
defines the steps an expert should
consider before giving a deposition.
True to their legal backgrounds,
Babitsky and Mangraviti provide a
prom inent caveat: The checklist,
along with most documentation in
sponsoring a booth at the Ameri
can Bar A s s o c ia tio n ’s a n n u a l
meeting August 7-10, 2003 in San
Francisco. The booth was spon
sored on behalf of the AICPA Liti
gatio n and D ispute R esolution
Services Subcom m ittee and the
AICPA’s constituents in the disci
plines of business valuation, foren
sic accounting, and litigation ser
vices. A c c o rd in g to th e ABA,
approximately 18,000 lawyers and
judges attend its conferences.
The AICPA booth helped the
subcommittee to realize its initial
p u rp o se , w hich was to assist in
external outreach to judges and

an expert’s file, could be subject to
subpoena and required for produc
tion during discovery. This warning
is indicative of the painstaking
lengths the authors have gone to
ensure the greatest measure of suc
cess for the expert.
Relatively short at 272 pages, How
to Excel During Depositions is not a
tom e like many of the c u rre n t
instructional books of this nature.
However, it covers an incredible
amount of ground and detail.
Any litigation consultant, whether
experienced or a novice, should con
sider this book required reading.
Those not deeply involved in litiga
tion consulting but who are called
for depositions from time-to-time
will find this book to be a treasure.
My suggestion is to keep it close at
hand for future reference and as a
poignant refresher prior to giving a
deposition. How to Excel During Depo
sitions should become a permanent
component of any expert’s library.
The book can be ordered directly
from SEAK (on their Web site), Ama
zon.com, or BN.com for $59.95, a very
small price to pay to calm the mon
ster within. X
Rob Shaff is President of The BAS Group,
Inc. a business and litigation services con
sulting firm, and Director of Colton Consult
ing, a division of Colton & Associates, PC,
O k la h o m a C ity . H e c a n be re a c h e d a t
rshaff@coltonnet.com.

attorneys. The theme of the booth
was “CPA: Adding Value to Your
Case at Every Step,” which empha
sized that the CPA can assist the
a tto rn e y in m atte rs involving
accounting and financial issues, not
only in providing expert witness tes
timony, but also in all other phases
of a case.
In addition, the Institute’s pres
ence at the conference furthered
the subcommittee’s other priorities
and strategies, which include pro
viding c o n te n t and ed ucational
material to members, coordinating
with state CPA society m em bers,
and reaching out and communicat
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ing with CPAs who practice forensic
and litigation services as well as
those in other traditional and nontraditional disciplines.
According to subcommittee staff
liaison Shari H elaine Lichtm an,
“Although the target audience for
this conference was litigators, we
reached a broad audience of lawyers
for other non-traditional services,
including corporate counsel (foren
sic investigations) and family lawyers
and estate and trust lawyers (litiga
tion services, business valuation, per
sonal financial planning).”

FYI
AICPA BUSINESS
VALUATION STANDARDS
UPDATE
In the fall of 2002, the AICPA circu
lated the first draft of the AICPA
Business Valuation Standards. The
goal of the Business Valuation Stan
dards W riting Task Force in this
first circulation was to get the draft
in to the hands of the ABVs for
input and feedback. As a result of
this circulation, many excellent
comments were received that the
task force has incorporated into the
second draft of the standards.
During the week of July 14, 2003,
the second draft of the AICPA Busi
ness Valuation Standards has been
circu lated on a lim ited basis to
those who provided substantive
comments on the first draft. This
second circulation is for the pur
pose of obtaining feedback before
the public exposure of the Stan
dards draft, scheduled for late sum
mer. The lim ited second circula
tion will have a relatively sh o rt
response time. Comments will be
considered by the task force prior
to the public exposure period.
T he second d ra ft focuses on
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KUDOS FOR VOLUNTEERS
The success of this outreach effort
resulted from the efforts of volun
teer AICPA members who staffed
the booth during the conference.
Organized by subcommittee mem
ber Ann E. Wilson of Solana Beach,
California, the volunteers included:
• Jam es A n d erso n , CPA/ABV,
Andersen & Company
• Kevin K Chiu, Hemming Morse,
Inc.
• Leslie O. Dawson, CPA/ABV,
Glenn & Dawson, LLP, Walnut
Creek, California

three types of Business Valuation
Analysis: the Comprehensive Valua
tion Analysis, the Limited Valuation
Analysis, and the Calculation and
Consultation. It provides for four
reporting options: the Comprehen
sive Valuation Report, the Limited
Valuation Report, Other Valuation
Reports, and Oral Reports.
The second draft also included
an expanded glossary of business
valuation terms and two interpreta
tions, one from the A udit team
dealing with prospective financial
in fo rm a tio n an d one from the
SSARS team dealing with sources of
financial data used in preparing
business valuations.
Ed Dupke, Chair of the Business
Valuation Standards Writing task
force, comm ented, “This revision
reflects the comments the valuation
community shared with us after the
initial circulation. It represents a
substantial improvement over the
first draft. We welcome additional
com m ents on this new d ra ft
because we want these standards to
be the best they can be.”

UPSWING IN SALES OF
SMALL BUSINESSES
The Bush administration’s tax cut
is encouraging small business own
ers to sell th eir com panies, says
Business Week (July 28, 2003). The

• J. Michael Drewes, Andersen &
Company
• D onald A. G lenn, CPA/ABV,
Glenn & Dawson, LLP, Walnut
Creek, California
• Scott D. Hampton, CPA/ABV, Cam
pos & Stratis, LLP, Salt Lake City
• M. Monica Ip, CPA/ABV, Hem
ming Morse, Inc.
• M ichael M cPartlin, H em m ing
Morse, Inc.
• Je n n ife r A. Prager, H em m ing
Morse, Inc.
• Paul Scott, CPA/ABV, Solana
Beach, California X

reasons: Most sellers can get an
extra 5% of the business’s sale price
because of the cut in the capital
gains tax from 20% to 15%. On top
of that, business sellers who invest
sale proceeds into dividend-paying
stocks will benefit from reduction
of the dividend tax from 38% to
15%. The two cuts increase the like
lihood that retiring business sellers
can maintain their lifestyles.
Would-be sellers are expected to
proceed cautiously, however, wait
ing for an im proved econom y
before putting up their businesses.
Attorney Andrew Sherman, a part
ner with McDermott, Will & Emery,
is q u o ted as p red ictin g , “You’ll
probably see an up tick in deals
closing into the fall and hopefully
into 2004.”

HELP IN MEETING CURRENT
CHALLENGES
For the past two years, the account
ing profession has faced challenges
brought on by the persistently pub
licized corporate fraud scandals
and the ensuing litigation. Solu
tions and resources in m eeting
these challenges are available at the
upcoming AICPA National Confer
ence on Advanced Litigation Ser
vices and the AICPA National Con
ference on Fraud.
The conferences are ru n n in g
11
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simultaneously October 2-3, 2003
at the Fontainebleau Hilton, Miami
B each, F lorida. A tten d ees can
switch betw een the two co n fe r
ences, thereby getting the benefit
of two conferences for one.
A d d itio n al half-day o p tio n a l
workshops will precede the confer
ence on October 1.
Specialists in fraud prevention,
detection, and investigation will dis
cuss em erging fraud techniques
and issues, and the associated prac
titioner responsibilities, along with
updates on techniques for identify
ing, investigating, and prosecuting
fraud. You’ll also get answers to
your questions about the SarbanesOxley Act, SAS 99, and other Con
gressional, SEC, and accounting
mandates.
The Litigation Services confer
ence offerings will update you on
the latest standards and help you
hone your e x p e rt witness skills.

You’ll learn about the im pact of
Sarbanes-Oxley on your litigation
services practice, ways to deal with
Daubert challenges, issues affecting
damages calculations, and a diverse
array of other guidance to help you
in your practice.
To register, or for more informa
tio n , call 888-777-7077 or visit

www.CPA2Biz.com/conferences.

SOAK UP SUN AND BV
STRATEGIES
Something is available for practi
tioners at all levels of expertise and
interests at the AICPA N ational
Business V aluation C onference,
November 16-18, 2003, at the JW
M arriott D esert Ridge Resort in
Phoenix. The conference sessions
are categorized in four tracks to
meet every practitioner’s needs:
• Core, for participants wanting

guidance on applying subject
matter, as well as those with lim
ited valuation experience.
• Litigation, focusing on the nature
of valuation or damages cases in
a litigation context.
• Hot issues, for the more experi
enced practitioner, exploring
the developing issues in valua
tion.
• Value-added services, exploring
ways valuators can extend their
BV expertise into other valueadded services.
AICPA BV conferences offer a
depth of knowledge and guidance
that demands much of participants’
energy. O pportunities to restore
depleted energy available at the
resort hotel include 10 restaurants,
two championship golf courses, a
spa, a gym, and a pool.
To register, or for more informa
tio n , call 888-777-7077 or visit

www.cpa2biz.com/conferences X
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